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The Present System of World Trade 
By Michael L. Hoffman 


T would not be surprising if the period from about mid-1953 
to the present, and perhaps beyond, were to come to be 
regarded as “ normal” for the mid-century Western world 

economy. This is not because the pattern of world trade and 

the framework of institutions and policies affecting it conform 
very closely to any of the blue prints so Partum & drawn up 
during and just after the second world war. In a formal sense, 
the “* transition period "’ has never ended. But it may be that 
thinking has followed too closely the lines drawn at Bretton 

Woods, the London—-Geneva—Havana conferences that led to 

the General Agreement on Tariffs and Trade (GATT) and the 

draft charter of the International Trade Organization, and in the 
immense amount of debate and analysis associated with the 

Marshall Plan. It may be that for this reason we fail to perceive 

clearly the elements of durability, if not stability, in the system 

of world economy that we have—if it can be called a system. 

There is some evidence that we do now have a “ system ”’ 
of sorts, and not just a collection of expedients adopted while 
moving from one recognizable place (the siege economies of 
the "forties) to another (the Bretton Woods pattern). Perhaps 
the best of this evidence is that it has become increasingly 
difficult to change any of the principal features of the structure 
by international agreement. This is not primarily because the 

Western nations are less co-operative than they were. It seems, 

rather, to be due to the fact that repeated efforts to re-examine 

and reconstruct have led officials, and governments after them, 
to conclude that given the material at hand, in the sense of 
national interests and trade and monetary developments, the 
structure we have is probably better than any feasible alterna- 
tive. This Resident for example, in the 1954 review of the 

GATT. It happened again in the 1955 review of European 

monetary arrangements. Progresss towards the agreed goals of 

currency convertibility and a stable and non-discriminatory 
system of trade protection has become dependent on the patient 
een of discreet international secretariats. Nobody any 
onger expects or wants major new commitments from govern- 
ments on any of these matters. 

The next big test of the resilience of the structure will 
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come in a few weeks’ time, when the fourth round of general 
tariff negotiations takes place under the auspices of GATT. 
There is no reason to anticipate any substantial changes in 
framework as a result of this meeting. But it is always possible, 
at a tariff conference, for a very serious break-down to occur. 
The unprecedented stability of the tariff schedules of major 
trading countries that has prevailed since the Geneva con- 
ference of 1947 has led many observers to overlook this fact. 
There are, approximately, 60,000 customs duties covered by 
the network of tariff et Ba incorporated in the General 
Agreement. It is sometimes said that about three-quarters of 
world trade is affected by these duties, though such a statistic 
must be regarded as dwelling within a considerable penumbra 
of vagueness. The tariff sector, at any rate, is certainly a major 
part of the framework of the world trade system. And it is 
probably the “ biggest’ piece of the framework that is held 
together by formal international agreement. Any serious 
break away from GATT by one or more major countries could 
start the pattern of world trade changing and put an end to the 
present system. 
* a + 

It is useful, as a first approximation, to consider the 
principal characteristics of the present system as they compare 
with the objectives of Bretton Woods and the Havana Charter 
(whose objectives in the field of commercial policy are sub- 
stantially incorporated in GATT). 

Take first the similarities. It is predominantly a system 
of stable exchange rates, although not all important countries 
accept the obligations involved in declaring a parity rate to the 
International Monetary Fund. It is, as noted already, a system 
in which customs duties are fixed to a very large extent b 
inter-governmental agreement and in which, as compared with 
any recent periods of history, they tend to remain stable for 
several years at a time. 

Increasingly, since 1952 at least, it has become a system 
in which the principal countries attempt to cope with deteriorat- 
ing external balances by reducing the pressure of domestic 
demand, rather than by attempting to cut the pressure down 
at the frontier by means of intensified exchange or import 
controls. In Western Europe, with the exception of France, 
monetary authorities for the past year or two have been 
applying most of the disciplines required by adherence to a 

stem of fully convertible currencies, even though many of 
the currencies are some distance from that goal. Even Australia, 
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according to some reports, is contemplating the desirability of 
—- measures designed to make unnecessary periodic 
bouts of quota tightening. To those who recall Australian views 
on such matters in 1946 or 1947 this is a change indeed. 

It is a system in which the international institutions 
designed at Bretton Woods and Geneva (if we may accept 
GATT as a reasonable facsimile of ITO for commercial 
policy purposes) play an influential rdle and are generally 
accepted as essential pieces of machinery. 

It is a system in which private trade has taken back a 
great part of the area lost to state trading during the war, even 
in food products, There are such important differences between 
the actual and the “ ideal ” systems with respect to agriculture 
in general, however, that this shift does not have the significance 
it might have had. Nevertheless, I am inclined to believe that, 
on balance, we have got enough of world trade in the hands of 
non-governmental and fairly competitive units to say that in 
this respect also the system conforms broadly to what the 
planners of 1944-47 had in mind, so far as the non-Communist 
part of the world is concerned. 





* a * 


Even thus summarily put, it will be generally agreed that 
these characteristics are very important ones, not to be lost 
sight of when one comes to consider the more widely discussed 
differences between what we have and what we thought we 
wanted. 

The main differences are fairly obvious. One is so obvious 
that it is likely to be overlooked. This is the fact that powerful 
and industrially important nations are outside the system by 
reason of their incorporation into the Communist world empire. 
Both the Fund Agreement and the ITO Charter had specific 
provisions designed to permit the Soviet Union, then the only 
such country, to join the system. Czechoslovakia and Poland 
were members of the Fund for some years and Czechoslovakia 
is still a lonely member of GATT. But these few points of 
contact are of no importance compared to the fact of the 
existence of a parallel and competing system of international 
economic relations operating according to radically different 
rules in the Communist part of the world. 

This was certainly not contemplated by Western planners 
in 1945. The chief significance of this feature, in terms of the 
present discussion, lies in the possibilities that exist for dis- 
ruption of the “ open’’ Western system by forces emanating 
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from the “ closed ’’ Communist system. More will be said of 
this below. 

Within the Western world, neither full inter-convertibility 
of currencies nor the elimination of quantitative restrictions 
on imports as an instrument of commercial policy have been 
achieved. These are the two greatest sechnical differences 
between the actual and ideal systems. And yet in both it is 
possible to see a kind of stability in the present pattern which 
might easily endure for some time to come. 

Instead of full inter-convertibility, we have a kind of 
hierarchy of currencies in terms of the degree of convertibility 
into the one major currency to which no exchange control or 
management of exchange rates applies—the United States 
dollar. (It is sometimes said that the Swiss franc is subject to 
no exchange control. But this cannot be accepted as long as 
the Swiss Office of Compensation restricts the use that can be 
made of balances held in Swiss francs by countries with which 
Switzerland has clearing agreements.) We do not have—and 
this is important—sharply defined dollar and non-dollar blocs, 
which looked like a real possibility for some years after the war. 

One reason for this is that the only currency around which 
a true non-dollar bloc could be formed, the pound sterling, has 
stubbornly refused to play the réle to which it has often been 
assigned by advocates of an anti-dollar trading system. Another 
reason is probably that the American economy has also refused 
to play the réle assigned to it by most of those same analysts, 
namely a reasonably frequent outbreak of something easily 
recognizable as a “ depression”’. 

Within this hierarchy of currencies there has been, and 
will doubtless continue to be, a continuous shifting about as 
to the degree of convertibility into dollars. But for some time 
now these changes do not seem to have been very great, in 
terms of the volume of transactions affected by any given 
alteration in exchange control regulations. And there does not 
seem to be much chance that the hierarchy itself will be 
quickly modified into simpler or more rigid lines. 

Exchange control regulations are being amended, in 
Europe mostly in the direction of greater convertibility. But 
exchange controls are not being dismantled. Nor is responsi- 
bility for deciding on the nature and extent of controls being 
handed over to the international machinery established for 
that purpose. Only Belgium has renounced the right to apply 
discriminatory exchange controls under Article XIV of the 
Fund Agreement, which carries with it the right to apply 
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quantitative restrictions under GATT. And Belgium's diffi- 
culties in getting permission from the GATT governing body 
to protect her back-yard hot-house grape industry (one of the 
most fabulous creations of modern protectionism) by methods 
freely applied by countries still operating under the lenient rule 
of Article XIV are not likely to encourage others to take the 
plunge. The Fund has virtually promised members that it 
will in no event attempt to legislate through the Executive 
Board as to when the “ transition period ”’ is officially over for 
a given currency. 

It is walle clear that quantitative restrictions are not 
soon going to disappear as an instrument of commercial policy. 
It is the theory Tt GATT that they should be completely 
outlawed as a method of assuring protection to domestic 
industry but tolerated as a means of coping with a specifically 
defined balance of payments crisis or, subject to collective 
approval after the event, to implement programmes of 
““economic development”’. This is still the objective. But 
many governments frankly state that the quantitative restric- 
tions that remain are maintained for protective reasons. 

Among the European countries that aremembers of OEEC, 
at least, it might almost be said that the one thing quantitative 
restrictions are no longer used for is precisely to cope with 
balance of payments difficulties. While many countries still 
maintain discriminatory restrictions on dollar imports, actually, 
or ostensibly to protect their (usually growing) dollar reserves, 
very few seem anxious to intensify those restrictions as a 
means of dealing with a deteriorating foreign balance. The 
recent experiences of Denmark and the United Kingdom are 
particularly noteworthy in this respect. 

Here again, however, there is little similarity between the 
present system and one neatly split into dollar and non-dollar 
areas. Quantitative restrictions are used protectively against 
many non-dollar goods by, for instance, Denmark, France, 
Australia and Switzerland. On the other hand, the Nether- 
lands, Belgium and West Germany probably have almost as 
large a proportion of their dollar imports as of any other imports 
free of import quotas. Again, there is a kind of hierarchy of 
“ liberalization ’’ within which comparatively small shifts take 
place from time to time. 

Finally, under this heading, one must note the fact that 
quantitative restrictions have become in practice the subject 
of international negotiations, like tariffs. This is in flat contra- 
diction to the GATT theory, according to which they would 
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be governed by rather strict rules. Above all, under the GATT 
principle, no country should receive any compensation for 
relaxing its import quotas. In fact, most of the countries with 
comparatively low ad valorem tariffs, and a number of those 
with not such low tariffs, have come to demand and get com- 
pensation in various forms for the removal or relaxation of 
strictly protective import quotas. 

In sum, with respect both to convertibility and quantitative 
restrictions, the approach to uniformity of practice on the part 
of nations of the free world is very much less than was con- 
templated. But the result is not chaos either. Trade circulates 
neither in one large open circuit of fixed dimensions nor in 
dollar and non-dollar circuits with manually operated valves 
connecting them. There are numerous groupings within 
which trade and payments flow more easily than they flow 
between groups... But there are many connecting points at 
which valves exist that seem to be beginning to function 
according to some sort of generally accepted rules of the game. 


* * * 


The next major characteristic to be noted concerns the 
pattern of payments. The present system functions as it does 
only because of the injection into the stream of payments of 
from four to five billion dollars each year in the form of what 
used to be called extraordinary aid disbursements by the 
Government of the United States. It is now time to cease 
regarding this aspect of the system as extraordinary. Indeed, 
it appears to have become one of the most reliable magnitudes 
affecting the volume of international trade—far more so, for 
instance, than the proceeds of exports of primary producing 
countries, 

There is no sign whatever that it will disappear or wither 
away when this or that programme comes to an end. The 

litical winds now blowing in the United States are more 
likely to stimulate the flow than to reduce it. Even if, by some 
miracle, it should become unnecessary to maintain large con- 
tingents of American troops abroad or to assist allied govern- 
ments with the equipment of their forces, the United States 
is heavily committed to the application of the resultant savings 
to the benefit of countries low on the scale of per capita con- 
sumption. But the continuation of substantial unilateral 
transfers of dollars from the U.S. Government to other 
governments was certainly not contemplated by the Bretton 
Woods architects. 
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There can be little doubt that without this continued 
injection of dollars into the stream of payments the system 
would quickly reveal itself to be intolerably illiquid. This is 
not so much, it seems to me, because of what is usually called 
maldistribution of gold reserves between the United States and 
the rest of the world. In 1937 the United States held a little 
more than 46 per cent. of the world’s gold and foreign exchange 
regarded by central banks as reserves, while in 1954 it held 
just over 44 per cent. Both figures are perhaps too high for 
the smooth functioning of a system of true inter-convertibility. 
But the great change in the distribution of reserves in recent 
years is not there: it is in the relative decline in the reserves 
of the United Kingdom and the relative increase in those of 
other countries, particularly Continental Europe and Canada. 
An even more important factor, however, is the decline in 
liquidity of the system as a whole. This can perhaps be 
illustrated most simply by recalling that, whereas the value of 
world trade is nearly four times that of the immediate pre-war 
years, the amount of monetary gold has increased by less than 
half and the total of gold and foreign exchange holdings available 
as “‘ reserves’ in the widest sense of the term has just a little 
more than doubled. 

* * * 

It is characteristic of the present system that international 
trade in agricultural products is affected by obstacles and 
policies that do not apply to trade in manufactures and non- 
agricultural raw materials. This separation of agriculture from 
other sectors of world trade seems to be increasing. It is, in 
the main, a consequence of the growing protection given by 
governments to agricultural producers in the highly industri- 
alized countries. Whatever form this protection takes nation- 
ally, it entails special controls or duties or both at the frontier. 
The combination of high domestic prices and “ burdensome 
surpluses,’’ once thought to be a peculiar manifestation of the 
American economy, is appearing more and more frequently 
elsewhere. 

It was always supposed that the special problems of 
agricultural producers might lead to modification of the general 
rules of GATT with respect to trade in such products. The 
principal form this was intended to take was that of the inter- 
national commodity agreement in which both importing and 
exporting countries would participate in a scheme of control 
design to “ stabilize” trade. In fact, only one living specimen 
of the species exists—the International Wheat Agreement. 
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And, as this is written, the future even of this ‘ated example 
is, to say the least, cloudy. In no other case it yet been 
possible to get sufficient support for a commoa agreement 
to bring it into force, although the negotiatin, ~hase was 
successfully passed in tin and in olive oil. The l national 
Sugar Agreement is more in the nature of apre-1940. keting 
arrangement. 

The system has developed in quite another man. __ the 
germ of which, however, is also in the original GAT) tt. 
Article XX, Section IIc of the 1947 text permitted restria 
inconsistent with the general rule that were “ essential to 
orderly liquidation of temporary surpluses ”’ arising out of th. 
exigencies of the war. It provided for international consultation 
on any such measures and for their termination when the 
circumstances described came to an end and “ in any event 
not later than 1 January 1951’, except with Bes is of the 
Contracting Parties. The United States has always maintained 
that some of its agricultural surpluses were, at least in part, 
the result of special measures taken during the years 1941-45 
to stimulate food production for the support of allies and 
liberated areas, 

The year 1951 has come and gone but the surpluses are 
still with us. In the 1954 revision, the American import 
restrictions on farm products, which had meanwhile been 
extended to products obviously untouched by Article XX as 
it stood, were to some extent sanctified by a special waiver that 
contained no time limit but which did include an obligation to 
consult other GATT members affected and to work toward a 
situation in which the restrictions would be unnecessary. 
Another waiver, containing a time limit, was included for 
Continental countries using quantitative restrictions on imports 
of food products. Without going into further details of GATT 
mythology and verbiage, it can be said that for all practical 
purposes the effort to enforce the rule against quantitative 
restrictions in the agricultural field has been abandoned. 

Instead, we have a system of pledges to reduce restrictions, 
agreements to consult when damage is claimed, and constant 
review by the international community of the restrictive policies 
of various countries. It cannot be claimed that under this 
system any serious check has been imposed on economic 
nationalism as expressed in agricultural protection. There are 
a few cases in which the pressures that can be exerted through 
consultations and complaints seem to have produced results 
in the form of reduced import restrictions. It is too early, 
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however, to conclude that the undeniable trend toward more 
and more restriction on international trade in farm products 
has been checked. 

In this connection it is perhaps worth noting that one 
characteristic of the present pattern of world trade seems to 
be a tendency for trade among industrial areas to grow relatively, 
compared to trade between the industrial and primary pro- 
ducing areas, on the one hand, and to trade between primary 
producing countries, on the other hand. This tendency is a 
very gradual one. The pattern, as drawn by studies made in 
the GATT secretariat, seems to have settled down at around 
35 to 40 per cent. of world trade accounted for within and 
among industrial areas (European sterling area, Continental 
Western Europe, North American and Japan), about 25 to 29 
per cent. by the imports of these areas from primary producing 
regions, about 24 to 27 per cent. by exports from industrial 
to primary producing areas, and only 10 to 12 per cent. by 
trade within and among the primary producing regions. But 
the percentage accounted for by trade within and among 
industrial areas is slowly climbing, having been about 34 per 
cent. in 1950 and about 40 by the end of 1954. 


* # * 


If the above exercise in sketching the outlines of the trade 
system that seems to have grown up in the free world has any 
significance at all, it lies in the guidance it may give to the 
most probable kinds of disruptive forces that might come to 
plague the system. As matters stand, the system seems to be 
consistent with a fairly steady expansion of world trade and a 

rowing measure of freedom for those who conduct it to profit 
Lom the diversity of resources among nations and thus, we 
may assume, to contribute to better utilization of those 
resources. It may be useful, in conclusion, to look briefly at 
the most obvious sources of trouble. 

Tie system is clearly one that is extremely susceptible to 
disruption by what might be called unco-ordinated national 
inflations. This is a consequence of the comparatively thin 
cushion of monetary reserves. There are few countries that 
can stand a loss of reserves equal to, say, five per cent. of their 
annual foreign trade turnover, for more than a few months. 
Even the United States would be in a precarious reserve 
position if there were a general and prolonged withdrawal of 
foreign capital, much of which is held in extremely liquid form. 

It is probably impossible for any major trading nation to 
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conform, even if it so desired, to the neo-classical gold reserve 
standard rules, under which the effect on prices and incomes of 
the monetary consequences of changes in reserves played the 
major réle in adjustment to disturbances in international 
“equilibrium”. A country cannot afford to “ get out of line ”’ 
these days. If it does, the tendency is to break with the system 
by the intensification of quantitative controls on trade, tighten- 
ing of exchange controls and other familiar devices. In this 
sense, for instance, it might be argued today that France is not 
an effectively functioning member of the system that has been 
sketched here. 

Monetary management thus becomes of the first import- 
ance. It is no accident that one country after another, in the 
face, often, of serious ideological resistance at home, has moved 
the maintenance of some sort of international “ balance ”’ 
neety higher on the list of things the central bank and 

reasury should attempt to do. Nor is it pure coincidence 
that the policy statements of central bankers of countries with 
widely differing economic structures resemble one another so 
closely that, with appropriate changes in monetary units and 
statistics, one could be substituted for another with little 
chance of the deception being noticed. Indeed, these bu 
gentlemen might save themselves and their research staffs 
considerable energy and lose nothing in content by simpl 
extracting their speeches from the annual report of the Bank 
for International Settiements. 

A second danger for the stability of the system is likely to 
be overlooked because it is so obvious. It could be badly 
wounded and possibly destroyed by a concerted attack from 
outside, namely, from the Communist empire. This attack 
could take numerous forms. State trading organizations 
capable of financing sustained losses can easily wreck any 
market they have the wherewithal to enter. his can be 
either as a buyer or as a seller. Some tentative defences against 
this were written into the ITO charter but they could have 
been defences only if countries in a position to use such methods 
had adhered to the system. The fact that the Communist 
system has not yet produced the commodities or services to 
enable it to use this mode of attack does not mean that it will 
never do so. It is inherent in all Communist doctrine that the 
attack should be made when there is a reasonable chance of 
success. Perhaps recent Soviet offers to India are the 
opening guns of this phase of the cold war. 

Thirdly, the system will work only as long as the injection 
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of dollars into the payments stream by the Government of the 
United States (or other institutions capable of making unilateral 
transfers) continues. My view is that this is likely to continue. 
But it is certainly a factor that must be watched. If it should 
become a major variable, the system would not function as 
smoothly as during the past two or three years. 

Fourthly, the failure to achieve an agreed international 
set of rules to govern international trade in agriculture con- 
stitutes a grave weakness. The system is vulnerable to unilateral 
operations affecting the principal commodities entering world 
trade. And the capacity of governments to conduct such 
operations is increasing as rapidly as the pressures upon them 
to do so. 

The Unite.’ States is the chief potential source of danger 
here. One need only mention wheat, cotton, potatoes and wheat 
flour, all of which in the past year or so have been the subject 
of projects for disposal outside the United States through non- 
commercial channels. But outside the United States there is 
enough wheat in stocks this winter to meet the normal demands 
of world trade for more than a year. And cotton, rice, citrus 
fruits and numerous other products are becoming government 
controlled ‘‘ surpluses ’’ in many parts of the free world. 

This is not the place to enter into the debate whether a 
set of international commodity agreements modelled on a 
standard pattern would, so to speak, complete the super- 
structure of the system and remove this element of weakness. 
The fact is that nothing of the sort is in sight. Meanwhile, it 
is the obligation of those who watch over the network of world 
trade to be constantly aware of the dangers that lie, for the 
moment, quietly in the barns and warehouses of the “ surplus ’’ 
countries of the free world. It should not be beyond the 
ingenuity of Western governments to find some means of 
getting the bulk of these commodities into the hands of people 
who desperately need them in a manner that would not bring 
the world trade system clattering down about their ears. This 
is probably the biggest challenge facing us in the field of 
international trade today. 


MIcHAEL L. HorrMan. 
Geneva. 
December, 1955. 





Germany’s Economic Resurgence 
By Dr. Friedrich Lutz 


HE German economic recovery, which was ushered in by 

the currency reform of July, 1948, has frequently been 

referred to by journalists and official spokesmen, inside as 
well as outside Germany, as an “economic miracle’. But like 
most miracles this particular one also has its natural explanation, 
which the present article will attempt to provide. e limita- 
tions on length preclude me from giving a detailed account of 
the successive phases of the recovery, which can by no means be 
described as an uninterrupted rise in economic activity. 
Instead, I must concentrate on what seem to me to have been 
the main factors that made such a rapid revival possible and 
which account for some of its salient features. I shall begin 
with a brief description of its character and extent. 


RECOVERY SURVEYED 

The gross national product at current market prices rose 
from DM 89,800 millions in 1950, the earliest post-war year 
for which reliable figures are available, to DM 146,000 millions 
in 1954—an increase of 62 per cent. which, however, is 
reduced to 50 per cent. if measured in “ real” terms. In the 
first half of 1955 the gross national product had risen further, 
and was running at an annual rate of DM 153,000 millions. 
Gross domestic investment (including investment in stocks) 
amounted to 24°4 per cent. of the gross national product in 
1954 and to 26:7 per cent. in the first half of 1955. While the 
investment-income ratio has risen continuously since 1950, 
private consumption has represented a declining proportion of 
the gross national product (falling from 63-8 per cent. in 19 
to 54°6 per cent. a the first half of 1955). Fe tendency be 
investments to run ahead faster than consumption in the period 
under review is brought out still more clearly by the production 
indices : in the second quarter of 1955 the monthly average of 
the index of production of investment ee was considerably 
more than three times the 1949 monthly average, whereas the 
corresponding figure for the output of consumers’ goods had 
not much more than doubled. Investments were undoubtedly 
one of the two chief pacemakers of the recovery. The other 
was exports. In 1949 total exports amounted to only DM 4,100 
millions ; in seen ie reached DM 22,000 millions, and in the 


Dr. Friedrich Lutz is Professor of Economics in the University of Ziirich. 
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first eight months of 1955 they were running at an annual rate 
of DM 24,300 millions, or roughly six times the 1949 level. 

The rapid increase in production for domestic use as well 
as for export was accompanied, and largely made possible, by an 
expansion in employment. Between June, 1949, and June, 1955, 
employment rose from 13:5 to 17°5 millions, thus not only 
absorbing the natural increase in the working population plus 
more than a million new refugees from the East, but also 
reducing the unemployment figure from just over one and a 
half million in 1950 to half a million (or 2-8 per cent. of the 
working population) in the middle of 1955. Since a large part 
of the remaining unemployed are in fact unemployables, it 
appears that Germany had by that date reached a state of full, 
or even over-full, employment. 

From 1951 onwards the rapidly expanding merchandise 
exports exceeded imports and the surplus grew constantly until 
1954, when it reached DM 4,100 millions. The surplus in the 
total balance of payments (inclusive of invisibles and unilateral 
transfers) had, however, reached its peak in 1953 with a figure 
of DM 3,800 millions ; and in 1954 this surplus had fallen to 
DM 2,800 millions, as a result mainly of the transfers made 
under the London debt settlement, of reparations payments to 
Israel, and of the freeing of the formerly blocked accounts 


(Sperrmark). In 1955 the merchandise export surplus and the 


over-all balance of payments surplus both declined gradually 
until, in August, they were succeeded by deficits, F coe in 
September the over-all balance again showed a (small) surplus. 
The maintenance of a surplus in the balance of payments over a 
period of four and a half years, however, had brought the 
foreign exchange reserves of the Bank Deutscher Lander (BDL), 
which at the time of the currency reform were almost nil, to the 
equivalent (in October, 1955) of DM 12,400 millions, sufficient 
to cover roughly six months’ imports. Not all of these reserves 
consist of convertible currency (gold and dollars) ; but their 
composition has steadil ional and by October, 1955, gold 
and dollars accounted for 76 per cent. of the total. 

The President of the BDL had every reason to be pleased 
with this development, which was undeniably due in part to 
the monetary policy of the central banking system. The system 
had succeeded (at least after the Korean crisis, which had 
produced a marked, though almost unavoidable price rise in 
Germany just as in other parts of the world) in keeping the 
purchasing power of the D-Mark stable. In August, 1955, the 
cost of living index was no higher than it had been three years 
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earlier, and the price level of industrial products was even 
slightly lower. And only recently have signs of strain on the 
price structure appeared. They are at the time of writing 
revealed not so much by the movement of over-all price indices 
as by the relative movements of sectional price levels (in par- 
ticular by the rise in the price index for industrial raw materials) 
which clearly indicate that the “ heat is on”’. 
In face of the sustained improvement in the reserve 
sition the authorities took vigorous action in the direction of 
aenormd the D-Mark continually nearer to convertibility. In 
1953 new rulings permitted the transfer of interest and 
dividends on all foreign-owned investments in Germany and 
the transfer of amortization, as well as interest payments, on 
that part of the German foreign debt which came under the 
London Agreement of February, 1953. In 1954 there followed 
the complete freeing of blocked accounts in Germany, which 
also meant that creditors who currently liquidated investments 
and paid the proceeds into such accounts (which were 
re-christened “ liberalized capital accounts”) could transfer 
them to any other country except the dollar area. In 1954 
Germany ee instituted a kind of “ Transferable Account 


Group”, allowing foreign suppliers, resident in any of the 
other EPU countries or (with a few exceptions) of the countries 
with which she has bilateral clearing agreements, to receive 


+“ 


payment in “ restricted convertible accounts’ which can be 
used anywhere except in the dollar area. Thus, for all practical 
purposes, only two different “ payment areas ’’—the dollar 
area and the rest-of-the-world—now remain; and ways exist 
of acquiring dollars with “restricted convertible accounts’’. 
German residents also shared in the benefits of the more liberal 
foreign exchange policy ; the travel allowance is now such that 
for the vast majority of people it is only their own purses which 
set limits on travel, and permission for capital export has also 
been granted increasingly freely. Finally, Germany has pro- 
gressively relaxed her restrictions on imports from the United 
States : by November, 1954, the “ degree of liberalization ’’ for 
U.S. goods had reached 57 per cent. (calculated with reference 
to 1953 imports), as against go per cent. for goods from OEEC 
countries (measured, however, on the basis of 1948 imports). 
One last point will complete our sketch of the German 
recovery. The budgets of the Federal Government, of the 
states, of the municipalities and of the social security agencies, 
have shown persistent surpluses in recent years, so that, by 
July, 1955, all of the public bodies together (including the 
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Federal Railways, the Post Office, and the so-called Lasten- 
ausgleichsfond or “‘ war loss equalization fund,” all three of 
which showed deficits over most of the time) had accumulated 
deposits with the banking system of no less than DM 11,400 
millions. The combined debts of all the public bodies 
mentioned amounted in July, 1955, to only DM 32,800 
millions, and of this DM 20,400 millions had arisen in connec- 
tion with the currency reform of 1948 which, it should be 
remembered, had otherwise wiped out all the previously 
existing debt of the central government. This easy financial 
position of the public bodies was made possible, in spite of a 
progressive reduction in tax rates, by the continual broadening 
of the tax base due to the expansion of national income. 
Germany’s recovery, as reflected in these and other facts 
and figures, is indeed impressive. Possibly one single figure 
may be found by some to give a more striking measure of its 
dimensions than any other: an investor who had bought a 
representative bundle of shares early in 1949 could have sold it 


in September, 1955, at approximately eight times the purchase 
price. 


MAIN POLICY MEASURES 

From the end of the war up to the time of the currency 
reform three years later, the German economy had been 
running at not much better than a “ starvation ”’ level. The 
effects of bombing, of dismantling and of the early post-war 
disorganization had been aggravated by the currency situation, 
which had practically deprived money values of any significance 
and rendered black marketing activities more remunerative than 
productive work. Low production was accompanied by con- 
siderable unemployment, which was due in good part, however, 
to the influx of the first and largest batch of “ expellees 
from the East. The extent of this unemployment, which had 
previously been partly “ hidden,’’ became openly apparent 
‘some time after the currency reform of July, 1948. The 
currency reform itself is generally acknowledged to have been 
the first step in the transition to a higher level of productive 
activity and a more tolerable standard of living for the sub- 
stantially increased population of the western part of Germany. 
The main lines of the recovery policy after the currency 

reform fall under five heads :— 
(1) the release and strengthening of private initiative after 
almost 20 years of repression by government controls ; 
(2) the encouragement of capital formation on a heavy 








scale, which in turn required special incentives to 
promote savings that were otherwise likely to be small 
in view of the low standard of living ; 

(3) the breaking of bottlenecks, especially in housing, on 
which labour mobility depended, and in the basic 
industries (coal, iron and steel and electric power) ; 

(4) a monetary and fiscal policy designed to prevent 
inflationary price rises such as might discourage 
saving and cause pressure on the balance of payments ; 

(5) the stimulation of exports to a level which permitted 
the importation of the necessary supplies of raw 
materials and foodstuffs, and the building up of foreign 
exchange reserves. 

On the whole, the measures taken were adequate to the task 
although what were evidently unnecessary delays occurred in 
dealing with the capita) market where the long-term rate was 
artificially kept low long after it should have ise allowed to 
find its own level. The general success of the policy was greatly 
aided by a psychological factor: the conscious acceptance by 
the population of the fact that a swift improvement in economic 
conditions could be achieved only at the cost of very hard work. 

The principal policy measures may now be described in 
more detail. 


Simultaneously with the currency reform Prof. Erhard, 
against the advice of many German and foreign economists, 
removed almost at one stroke the rationing and — controls, 


thus flying in the face of the widespread belief that the free 
market principle could not, or should not, be applied in 
conditions of extreme scarcity. Almost at a flash people 
resumed useful pursuits, black marketing automatically dis 
appeared, absenteeism fell abruptly and output shot up. The 
spark which kindled this revival in productive activity was the 
fact that harder work was now once more a means to higher real 
income, and that the additional income could be used as the 
recipient pleased. In other words, it was the restoration of 
incentives which was responsible for the sudden rebirth of 
economic activity on the part of both business and labour. 

The removal of the controls alone would perhaps have 
given insufficient scope to private initiative had not something 
also been done to the tax system. Before the currency reform 
the highest marginal tax rate on income was 95 per cent. 
starting at an income of RM 60,000, and the second highest 
(90 per cent.) started at an income of only RM 24,000. In 
addition, there existed a property tax rising from 1 to 2-5 per 
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cent., the latter percentage applying to property over 
RM 500,000. Company profits over and above RM 500,000 
were subject to a flat rate of 65 per cent. It was felt that, with 
such high tax rates, a recovery based on private initiative might 
be impossible to achieve; hence the currency reform was 
combined with a substantial measure of tax relief. 

This first reform and the subsequent ones, the last of 
which was introduced in 1954, represent a gradual approach to 
a system of incentive taxation designed to stimulate work and 
enterprise, investment and savings. Thus, for example, by 
1954 the maximum — tax rate on personal incomes 
(applying to an income of DM 614,000 or more) had been 
reduced to 55 per cent. The rate on company profits was 
lowered by the 1953 and 1954 legislation from a flat 60 per cent. 
to 45 per cent. for undistributed profits and 30 per cent. for 
distributed profits. The tax-free personal income allowance 
was substantiaily raised; and that part of total earnings 
from night-shift, Sunday and holiday work which represented 
the difference between the shift or overtime rate and the normal 
rate of pay had for some time been tax-exempt. Whether as a 
consequence of this last provision or for other reasons, 
employers have not experienced any difficulty in getting workers 
to do overtime. The average working week, inclusive of over- 
time, in industry as a whole was in May, 1955, 48-9 hours. 


THE SCARCITY OF CAPITAL 

The restoration of incentives to private investment could, 
of course, produce perceptible results only if the necessary 
capital was forthcoming. Following the currency reform, 
capital was the scarcest productive factor, and remained so at 
least until, in 1955, Germany entered a period of full employ- 
ment. At present, interest rates of 8 per cent. for bank advances 
and g} per cent. for overdrafts are still being charged, and the 
rates paid on savings deposits vary from 3 to 4 per cent. 
according to the period of notice. The long-term rate in the 
capital market is more difficult to measure. Up to the end of 
1954 it was an artificial rate, owing to the retention throughout 
that period of a system of relatively strict controls over capital 
issues. There are some indications, however, that the true 
long rate would have been about 8 per cent. Since the beginning 
of 1955, when the controls were relaxed, the rate has been 
between 6 and 7 per cent. 

One source of capital which greatly facilitated the new 
start was Marshall Aid, but it was clear that in the longer run 
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capital had to be provided from domestic sources. Total 
capital formation rose from DM 12,600 millions in 1950 to 
DM 27,500 millions in 1954, or by 120 per cent. Personal 
savings accounted for 18-5 per cent. of the total in 1950 and 
for 26-0 per cent in 1954, undistributed profits for 42:6 and 
32°4 per cent. respectively in the same years, and savings by 
public bodies for 27-0 and 41-2 per cent. 

The increase of 209 per cent., during the four years, in 
personal savings is the result of the growth in income combined 
with the quite extraordi tax privileges which were for a 
time extended to savers. ey were allowed under certain 
conditions to deduct savings from income for tax purposes, 
with the result that the effective rate of interest earned on 
such savings in the first year might reach 50 per cent. or more 
according to the income bracket in which the saver came. The 
high level of self-financing by industry, which in 1951 reached a 
peak of 56:5 per cent. of total savings, must be attributed to 
three factors: first of all to the moderation exercised by 
organized labour in its demands for higher wages, moderation 
which made high profits possible; secondly, especially in 
the first few years, to favourable tax treatment in the form of 
large depreciation allowances: and, thirdly, to the preference 
of management and shareholders—under the tax provisions 
prevailing up to the end of 1954—for ploughing profits back 
into the business rather than paying them out as dividends. 

New issues of shares were the most expensive of the 
various available methods of raising capital so long as these 
tax provisions remained unchanged. With a rate of tax on 
business profits of 60 per cent., a company with a share capital 
of DM 1 million deed have had to earn at least 15 per cent. 
per annum on this capital in order to be able to pay a 6 per cent. 
dividend, which would then again be taxed in the hands of the 
recipient. It is therefore no wonder that very few issues of 
shares were made up till the time when the authorities finally 
made a deliberate attempt to revive the share market by 
reducing the rates of tax on distributed and undistributed 
profits to 30 and 45 per cent. respectively. Since then, 
1.e. during 1955, the volume of new share issues has indeed 
markedly increased. 

Prior to this, if any funds at all were to be raised on the 
capital market, the floating of debentures would, of course, 
have been by far the cheaper method had not recourse to it 
been rendered difficult by the official policy of intervention 
in the capital market aimed at reserving the major part of the 
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long-term capital supply for the government and for housing. 
In fact the statistics show that industrial issues of fixed-interest 
securities did not over the period as a whole greatly exceed the 
issues of shares. It was only at the close of 1954 that the dis- 
criminatory treatment of industrial debenture issues was 
abandoned. The double discouragement previously given to 
the raising of long-term capital by industry (i.e. the high 
taxation on dividends which made share issues unattractive, 
on the one hand, and the obstacles placed in the way of 
debenture issues, on the other) undoubtedly constituted a 
serious policy error. This earlier mistake may yet have far- 
reaching consequences. It meant that industry, in so far as it 
needed outside funds, turned first and foremost to the banks, 
and it is generally admitted that a large part of the rapidly 
expanding volume of bank credit has been invested in fixed 

lant and equipment. The exceptionally heavy expansion of 
beak lending which took place between the end of 1949 and the 
middle of 1955—roughly a five-fold increase if we take all banks 
excluding mortgage banks—did not, it is true, lead to inflation ; 
the reason is that the additional liabilities corresponding to the 
growth in lending largely took the form of savings and time 
deposits. Nevertheless, given that time deposits, even those 
of the maximum term, are usually of shorter term than the 
investments which they have financed, the conclusion is 
inescapable that the banks’ balance sheet position presents an 
illiquid appearance. The “ golden rule’’ of banking—never 
strictly adhered to by the German banking system—has been 
increasingly violated. This may not be as dangerous as some 
people suppose ; but it is a position which the banks themselves 
consider a rather uncomfortable one. 

A still more serious weakness in the financial structure is 
the fact that, in spite of the large volume of self-finance, the 
debt-equity ratio of business units has continually deteriorated 
and that the debts are moreover largely short-term. Herr Berg, 
the President of the Federation of German Industries, medi 
stated in a speech that this ratio, particularly in small and 
medium-size businesses, gives cause for alarm. A depression 
in economic activity would certainly hit many firms which have 
a small equity cushion very hard, leading in all probability to 
widespread bankruptcies. 

Among the bottlenecks which had to be removed in the 
early years the most serious was that in housing. House con- 
struction was necessary not only for social reasons but also in 
order to increase both the productivity and the mobility of 
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labour. The housing census taken in October, 1950, showed a 
serious degree of overcrowding : 6:4 million families out of a 
total of 14:6 million were housed in accommodation which pro- 
vided less than one room per person. Extensive labour shifts 
were necessary, especially because the unemployed were highly 
concentrated in certain areas—particularly the agricultural 
districts, where most of the expellees had initially been 
settled by reason of the greater ease with which food and 
shelter of some kind could be provided in those areas. In 
the five and a half years between the end of 1949 and the 
middle of 1955 roughly three million dwellings were built. 
They were financed partly by public bodies, which not only 
gave subsidies but also took over a large part (about 4o per 
cent. in the years 1952-54) of the mortgage bonds issued during 
the period, partly by private tax-privileged savings, and partly 
by the banks, which louaie mortgage bonds on a substantial 
scale from 1953 onwards. 

Of the various attempts that were made to break other 
bottlenecks, perhaps one of the most important measures was 
the investment aid that was granted to the basic industries— 
coal, iron and steel, and electric power—to the extent of 
DM 1,000 millions, for which the rest of industry signed up in 
exchange for securities. 


MONETARY POLICY 

In an economy where investment has a natural tendency 
to grow at a rapid pace, and where moreover the latter is 
accelerated by government policy, the task of the central bank 
must inevitably be one not so much of stimulating investments 
further as of preventing the process from getting out of hand 
and becoming inflationary. The central banking system 
rightly rejected the advice freely extended to it to follow a cheap 
money policy as a means of rapidly overcoming unemployment. 
It is well known that the Sabhdene of the BDL, Dr. Vocke, 
puts the stability of the purchasing power of the D-Mark above 
all other considerations. This was perhaps best shown by the 
vigorous action which the central banking system took at the 
time when the Korea boom led to a sharp price rise and an 
equally sharp deterioration in the balance of payments. On 
October 1st, 1950, the legal reserve requirements for the 
‘* member banks ” were raised by 50 per cent., on October 26th 
the discount rate was put up to 6 per cent., and on November 
and it was decided that the central banking system should 
reduce the volume of its lending to the member banks by 
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10 per cent. before the end of January, 1951; and when all 
this proved inadequate the member banks were asked to 
reduce their short-term lending by about DM 1,000 millions 
within a few months. From 1952 onwards the central banking 
system was successful in its policy of keeping the price level 
approximately stable. This is a noteworthy achievement con- 
sidering that, on the one hand, the BDL was unable to engage 
in open-market operations to any large extent owing to the 
lack of securities which could be used for this purpose, and 
that, on the other, the persistent export surplus continually 
forced the BDL to pump new cash into ha Genkian system, 
thus allowing the latter to reduce its indebtedness to the central 
banking system. The BDL was greatly helped by the coin- 
cidence—if it really was a coincidence—that the public bodies 
simultaneously accumulated large cash reserves, thus with- 
drawing money from active circulation and, in so far as these 
reserves were held with the central banking system, offsetting 
the increased bank liquidity created by the export surplus. 
The task of the central banking system was facilitated by 
another factor: the moderation of the trade unions in their 
wage claims, at least up to 1955. The Bank did not have to 
fight against a tendency towards a “ cost-induced inflation’’. 
he moderation on the part of organized labour is undoubtedly 
a crucial factor in the explanation of the German recovery. It 
not only aided the process of capital formation through self- 
finance by industry, but it was also perhaps the most important 
single factor behind the expansion of exports. This is not to say 
that wages did not rise. The average hourly money earnings 
(which include overtime pay) rose between March, 1949, and 
May, 1955, by 52 per cent., the rise in real wages, calculated 
with reference to the cost of living, amounting to not much 
less than this (i.e. to 49 per cent.). Owing to the increased 
weight of overtime in the total of hours worked, this figure 
does not measure the increase in the hourly contractual rate 
for the normal working week; the increase in that rate was 
obviously lower. Still less does the figure give an accurate 
indication of the rise in real wage-rates as a cost factor in 
industry. If the increase in the money wage-rate is deflated by 
the increase in the price level of industrial output, it appears 
that the hourly real wage, in terms of whd: the industrial 
worker produced rather than what he consumed, rose between 
1950 and 1954 by 14°5 per cent. (on a monthly average basis). 
Productivity per man-hour in industry as a whole rose over the 
same period by as much as 29 per cent. While it is, for obvious 
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reasons, fallacious to expect any strict connection between the 
growth in productivity and the increase in wages which 
industry can afford to pay, it does a that during this 
riod, in Germany, productivity ran ahead of real wage costs 
y a margin which was far from being reached in other 
countries such, for example, as the United Kingdom, where 
the relationship seems to have been, if anything, the other way 
about. The favourable development of the price-cost ratio was 
undoubtedly an immense stimulus to the expansion of exports. 
This is not to deny that other factors, of which the relative 
importance is difficult to judge, also played a réle : among these 
were export credits, export credit insurance and subsidies in the 
form of tax relief. 

Critics of recent German economic policy have frequently 
argued that this policy violated modern canons of social 
justice. It is sedendl wi difficult to find flaws in the policy from 
this point of view ; for instance the tax privileges on savings 
favoured the high-income groups much more than the low ones. 
And it may even be true—although it is impossible to find 
conclusive statistical evidence—that the income distribution 
has become more uneven. To this argument the defenders of 
government policy answer that almost everybody is incom- 
parably better off than at the time of the new start in 1948 ; 
that the policy aimed at making the whole cake as large as 
possible ; that a larger absolute share is always preferable to a 
smaller absolute one even if the former implies a smaller 
relative share ; and that the burden of proving the claim that 
other policies could have produced just as large an absolute 
cake combined with “‘ fairer shares” rests with those who 
make that claim. 


THE NEW PHASE 

In 1955 Germany entered a new phase in her economic 
development. The surplus in the balance of payments 
declined ; there was an increase in the prices of some com- 
modities, particularly industrial raw materials; the labour 
reserve on which further expansion could be based was 
exhausted ; bottlenecks emerged, especially in the construction 
industry where the combined orders for private house con- 
struction and industrial building far exceed the existin 
capacity ; and above all there were the new wage claims. All 
these developments are signs that Germany is now being faced 
with the problem, which is a familiar one to other countries, of 
how to maintain full employment without running into inflation 
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and into balance of payments difficulties. The recent demands 
for wage increases have reached proportions far exceeding 
any with which the post-war German economy has so far been 
confronted over a similar period of time: during the three 
months from July to September, 1955, notices were served on 
employers to terminate wage contracts covering three and a 
half million workers, and the claims for increased pay amounted 
in most cases to 12 per cent. and in some cases to more than 
that. 

The reaction of the authorities to the new situation has so 
far been rather mild. The BDL, in August, 1955, raised the 
discount rate from 3 to 3} per cent., and the reserve require- 
ments from an average a 6:8 per cent. to an average of 7:8 per 
cent., absorbing by this latter measure DM 460 millions of bank 
reserves. The tighter monetary policy seems to have been 
partly intended as a warning to employers that they should not 
give way too lightly in the current wage negotiations in the 
expectation that ample credit will always be forthcoming to 
finance the higher wage bills. In addition, the government 

resented a programme of action to Parliament in October. 

his envisages a curtailment in building by public bodies, 
takes a stand against further tax reductions, presses for the 
rapid adoption of the government’s latest draft of an anti-cartel 
law, and proposes—what is a highly unorthodox measure in 
view of the recent deterioration in the balance of payments—a 
50 per cent. reduction in import duties on goods used by 
agriculture and the construction industry as well as tariff 
reductions in other sectors. 

One may doubt whether these measures will be sufficient. 
The forces making for increased pressure on the economy are 
so strong that more vigorous action may be required. The 
principal sources of pressure seem to be the following :— 

(1) The shortage of labour is likely to become still more 
serious once rearmament gets into full swing. Rearmament 
will mean not only that, over the next five years, half a million 
men will be drawn away from the labour market by the armed 
forces, but also that additional workers will be required in the 
armament industries. 

(2) Productivity per man-hour cannot be expected to 
continue increasing at the same rate as in the early years of 
revival, since this exceptionally high rate was partly due to the 
process of resuming normal operating conditions and catching 
up with technical improvements, and this process was 
probably fully accomplished some time ago. Indeed the last 
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two years have already witnessed a decline in the annual rate 
of growth of productivity. 

(3) The Seale heavy demand for capital will be swollen 
by rearmament needs, while more rapidly rising wage-rates may 
at the same time encroach upon the sources of capital funds. 

(4) In addition to the wage claims, which may be expected 
to become more persistent as the labour shortage increases, a 
second factor making for inflationary pressure may be the 
huge cash reserves at present held by the public bodies, since 
these, at least in so far as they belong to the Federal Govern- 
ment, are likely to be drawn on in order to finance rearmament. 
In that event, the central banking system may be hard put to 
it to find ways of restricting credit in other directions sufficientl 
to prevent total spending from increasing too rapidly ; hou 
one moderating factor in an otherwise inflationary situation 
may be the continuance of an import surplus and its effect in 
reducing the cash base of the banking system. 

(5) Even if inflation in the sense of a general upward push 
of prices can be avoided, the redirection of productive activity 
implicit in rearmament may affect the balance of payments 
adversely, both by making it difficult to keep up the level of 
exports and by raising the demand for certain imports. 

The present hope of the German authorities is that 
rearmament will not absorb more than the annual increment in 
the national product. Whether or not such a forecast is over- 
optimistic, it means that the period of a rapidly rising standard 
of living is, temporarily at least, at an end. It is also clear that, 
in face of the double squeeze due to demands for more rapidly 
improving wage standards, on the one hand, and the diminution 
in the rate of growth in the output available for civilian con- 
sumption on the other, it will require great skill indeed to steer 
the economy through such narrow straits without mishap, or, 
at least, without running into inflation and into balance of 
payments difficulties. 


FRIEDRICH LuUTz. 
Ziirich. 
December, 1955. 
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The Finance of Local Government 
By Roland Bird 


OTHING that the ex-Chancellor of the Exchequer did in 
his Autumn Budget about purchase tax on pots and 
pans or taxing distributed profits matches in importance 

the two non-fiscal measures that he then introduced—the 
limitations on future housing subsidies and the new financial 
discipline that is now imposed on local authorities. It will 
take more than a few months for the fall-out from this bomb to 
settle on the local authorities. In a few sentences, Mr. Butler 
brusquely jettisoned the ten-year-old doctrine of the ever pen 
purse. fe did not, presumably, expect to endear himself to 
town and county halls by this decision; no old habits die 
harder than old habits of borrowing. Instead of filling their 
buckets freely under the Public Works Loan Board tap, the 
local authorities have been forced into a kind of financial 
dowsing in order to discover for themselves new sources of 
finance. 

Local finance officers and treasurers, being human, could 
hardly be expected to warm to these changes. But when they 
and the public they serve have assessed the full import of 
Mr. Butler’s counter-revolution in local finance, they may yet 
acclaim it. He has reinstated them in a position of some power 
over their colleagues and over their councillors. And he may 
have taken the first step towards moving local government 
away from its posture of delegated dependence towards a more 
self-sustaining, and more self-respecting, réle. 


I. THE CHANGES EXAMINED 

In his speech on October 26th, Mr. Butler declared 
that he was reinforcing by monetary measures a direct request 
by the government to the local authorities that they should 
keep their capital expenditures in 1956-57 within the limits 
of what they spent in 1954-55. None of them was to be debarred 
from paces: the Public Works Loan Board for finance ; 
but important new conditions govern their hopes of success. 
The Board now requires all applicants first to make enquiries 
in the market about their ability to raise on their own credit 
the finance that they need, either on the stock market or 
on the mortgage market. Mr. Butler then insisted that all 
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authorities that could borrow on their own credit should make 
full use of the capacity of both markets—‘ with,”’ as he noted, 
“ corresponding relief to the demands on the Exchequer.” 
He recognized, as was only proper, that a major change of this 
kind in the financial practice of the local authorities would 
involve some awkward transitional problems and many of these 
cannot yet be said to be resolved. 

The impact of the change in policy has been immediate. 
In the 29 weeks from the beginning of the financial year up 
to the budget, the below-line borrowings of the local authorities 
had totalled £223 millions, compared with £140 millions for 
the corresponding weeks of the previous year and with the 
re budget estimate of £320 millions for the full current year. 
Already by that time, therefore, the local authorities had drawn 
more than two-thirds of the full year’s estimate. In the seven 
weeks since the budget, their borrowings showed a moderate 
check at £23°5 millions, compared with £27-6 millions in the 
same weeks of 1954. 

To measure their borrowings in the stock and mortgage 
markets is not so easy. Glasgow bravely opened the campaign 
with a £5 million stock issue, but found that even on gr. 
Andrew’s Day the investing public were not attracted by a 

ield of £4 18s. 2d. per cent. and 87 per cent. of this loan was 
left with underwriters. Liverpool followed with a £4 million 
issue (with a life of 15-19 years whereas Glasgow’s choice was 
II-I3 years) on terms that gave the investor a 5 per cent. 
redemption yield. This was one factor in Liverpool's success, 
though there seem to have been others. In the mortgage 
market, total figures of business placed are not really obtain- 
able. But it is clear that the handful of specialist broking firms 
that make up this market have been doing an expanding 
business at rising rates since the end of October. Within a 
month of Mr. Butler’s announcement, the local authorities 
were readily paying 5} per cent. for 7-10 year money and, if 
financially cornered, were prepared to go to 5% per cent. ; 
some of them, with rather more reluctance, have been borrowing 
at 54, per cent. for 20 years. As always in a phase of high 
interest rates, the stronger demand is for the shorter accommo- 
dation. 

A mixture of fact and guesswork suggests that the turnover 
of the mortgage market might, with a background of attractive 
rates to lenders, run up to £7} millions a month. Apart from 
mortgage loans (which cannot, by present Treasury regulation, 
be raised for a term of less than seven years) these same firms 
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conduct a considerable volume of short-term business, for 
which the recent rate has been 4} per cent.; and many City 
houses have been placing such money direct with the larger 
authorities rather than keep it on deposit. 

So much for the immediate market repercussions of which 
Mr. Butler spoke. Both the stock and mortgage markets 
under present conditions have the common characteristic that 
a slight increase in demand, or a slight increase in the reserve 
of lenders, can have a wholly disproportionate effect on the 
rates of interest at which business can be done—and for short 
periods, at least, these same factors can bring business to a 
standstill because either borrowers or lenders refuse the 
prevailing terms. It follows that “ full use ’’ of the market, as 
the government intends, has no absolute or quantitative mean- 
ing. The capacity of the market under active conditions might 
perhaps absorb, say, one half of the local authorities’ recent 
requirements for finance. It is not too fanciful, that is to say, 
to imagine the mortgage and stock markets between them 
providing accommodation for seven years or more to the extent 
of £250 millions in a reasonably favourable year. But it must 
be doubted whether either of the markets is yet geared to 
make its full contribution towards the raising of such a total. 


“ Full use” of the market may, for the time being, mean that 
the government must be content with the raising of a rather 


lower sum by the authorities on their own credit and initiative. 

Now that the Public Works Loan Board undertakes to 
act as a lender only of last resort, its test of a local authority 
borrower’s attempt to borrow in the market needs to be 
properly understood. The Board does not say (though some 
nervous treasurers seem to think that it is saying) that it is 
prepared to lend only in the event of sheer refusal or breakdown 
in the authority’s negotiations for a market loan; it has not 
swung from the one extreme of satisfying all councils who come 
armed with a departmental sanction to the other extreme 
of making every borrower jump through the market’s hoop, 
no matter how tight the conditions and how long the queue. 
The test is one of sincerity of effort, rather than of positive 
failure to raise money in the market. The Board asks first for 
the proposer’s estimate of his capital requirements and maturing 
liabilities for a period covering at least the following 12 months. 
It then asks what steps the authority has taken to raise the 
loan, or part of it, in the mortgage market or from private 
lenders and with what results—and on what terms. Thirdly, 
it asks what “ advice”’ the authority has received about the 
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amount and terms of a possible loan in the stock market. 

This questionnaire is an inseparable part of the new 
procedure. From the replies, the Board has direct evidence of 
the volume of potential demand and strain on the mortgage 
and stock markets. The contrast between the new procedure 
and the old as it affects the local authorities is certainly chasten- 
ing. Yet if the history of their borrowing arrangements since 
the end of the war is reviewed, it will be seen that the changes 
introduced last October are in line of descent. 

For seven years up to the end of 1952 local councils were 
in general prohibited from borrowing except from the Board 
(though they could borrow elsewhere in circumstances approved 
by the Treasury). There were occasions during that period 
when it was positively profitable for local authorities to borrow 
from the Board and to re-invest the funds so raised in short- 
dated bonds until their capital commitments became due. 
Moreover, local authorities then were able to get from the 
Board its automatic consent to their borrowing, coupled with 
its assurance that the money would be held ready for them 
when they called for it. So, armed with a departmental consent 
to the particular scheme for which finance was sought, the 
authority could obtain with the minimum of trouble a firmly 
underwritten loan from the Board. But it was under no 
compulsion to take the loan up ; without infringing the general 
prohibition on borrowing outside, many authorities were able 
to raise finance from outside sources. 

For each of the three years to March, 1952, the difference 
between loans that the Board had approved and loans that it 
actually advanced was not far short of £100 millions. Two 
years later, the Board’s outstanding but unexercised commit- 
ments had reached the formidable total of £650 millions. 
There were good reasons why local authorities occasionally 
preferred to borrow from other sources. Some of them disliked 
having to make an immediate start on the repayment of principal 
which the Board insists on. Others, in periods of firm interest 
rates, did not relish the rule (as it then stood) that a PWLB 
loan must be for the same term as the period for which the 
departmental consent was given; if they could borrow from 
outside sources for a shorter term, they calculated, it might be 
possible to re-finance the loan at a more favourable rate ioe the 
remainder of the consent period. It is not too rude to say, 
however, that the local authorities had come to regard the 
Board’s facilities as a convenient soft option, to be taken up if 
circumstances favoured such a course, and to be left unused 
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(save as a safe foundation for bargaining with the market) if 
they did not. 


A radical tidying up was needed. At the end of 1954, the 
rule was introduced he which local authorities should apply to 
the Board for loan approval (“ approval” is the first stage ; 
the second is the formal drawing up of the mortgage and the 
advance of the money) only if it were reasonably certain that 
they would wish to raise the money from the Board. At the 
same time, the Treasury informed the local authorities that all 
loan approvals given by the Board before the end of 1952 and 
still unexercised would be cancelled; this resulted in the 
elimination of more than £150 millions of approvals from the 
Board’s books. 


These steps might be regarded as a rectification of 
anomalies and abuses of the former system. The new régime 
is sterner in character and different in nature. It reverses 
what was first an obligation and later became a convenient right. 
Local authorities still have their freedom of access but not an 


automatic right to borrow. The Board has become once again an 

effective power, instead of a rubber-stamping body—though 

even when its hands were most firmly tied it managed to flick a 

whip over certain applicants whose security or sense of economy 

seemed to be eo | Here one can see the restoration of an 
0 


historical principle. For the Board is an independent statutory 
body with powers rooted in its statute of 1875 and with a 
spiritual descent dating from the Napoleonic Wars. 


To recall such facts may not impress those local authorities 
that have enjoyed their dependence upon central government 
funds and have been content to act largely as agents for the 
carrying-out of central policies without paying too much regard 
to local conditions a needs. More must be said on these 
points later. But they do not imply that the Board is to usurp 
the sovereign power of central government and, so to say, 
countersign the borrowing sanctions that the departments have 
issued to the local authorities. Its function is to consider 
applications for loans by local authorities, as it always has been ; 
the difference is that something of its earlier powers of discretion 
and evaluation in considering such applications has now been 
restored, 


ll. THE ROLE OF LOCAL AUTHORITIES 
It was suggested above that the decision to make the local 
authorities run the gauntlet of the capital market in satisfying 











33 


their financial needs might constitute a first step towards a new 
feeling of independence in local government. This is a matter 
in which passions run unexpectedly deep ; he is a venturesome 
layman who seeks to interpret trends in local government, for 
these are jealously seated preserves in which different voices 
and rival interests abound. 

There is a distinct risk of short-circuiting any argument 
that talks solely in terms of “ local government.” The London 
County Council is a bigger instrumentality than many sovereign 
governments. The smallest rural district council may be as 
deeply involved in housing, in relation to its resources and to 
its rateable value, as the biggest city. The counties and county 
boroughs are the instruments of modern public education and 
they vary widely in their ambitions. of them constitute 
different, not homogeneous, strands in local government, with 
diverse responsibilities and material resources. 

This pattern is further complicated by the extent and the 
differing nature of the assistance that central government gives 
to the various authorities. The education authorities receive 
a 60 per cent. grant’ towards their current expenditure. The 
housing authorities have been receiving £22 1s. a house a year 
from the Exchequer towards their housing programmes. The 
smaller authorities and some of the greatest and most prosperous 
cities have been receiving an equalization grant from central 
funds that was intended to iron out the grosser inequalities of 
local resources but which has introduced an entirely new series 
of inequities of its own. 

All this is specialist’s ground, strewn with technicalities 
and obscured by complicated interconnections between the 
local authorities, in their many forms, and central government. 
Yet a general consideration of the réle of the local authorities 
in the modern economy cannot allow these technicalities to 
take charge of the discussion. Such a round view is certainly 
encouraged by the statistical material about the local authorities’ 
spending and borrowing; the tables that accompany this 
article are drawn te from the official computations of 
national income and expenditure—a source of material that 
has been rather under-employed for this purpose. 

The first set of comparisons must concern the fixed 
investment carried out by local authorities, the means by which 
it has been financed, and its relation to other investment 


‘ The formula for education grants is complicated and produces widely different 
percentages in different areas. But 60 per cent. is the basis of the grant and the average for 
all education authorities works out at 58 per cent. 
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Table I below carries these comparisons back to 1948. In that 
year, the local authorities were responsible for well over one- 

uarter of the country’s fixed investment—{£376 millions out of 
pg millions. heir proportion was the same in 1952, 
when they were Fiend | for £543 millions out of total 
investment of £2,039 millions ; but their c “ay spending two 

ars later, although still advancing strongly, dipped stghtly 
cane a quarter of the whole total for the year, largely because 
the nationalized public utilities had by that time got into their 
spending stride. 

It ought to be a fair presumption that the share of the 
nation’s fixed investment demanded by the local authorities in 
coming years should show some reduction. Changes in public 
housing policy and the recasting of the subsidies should check 
the recent voracious demand for housing loans. The schools 
programme, though not intended to be modified in its general 
outline at present, could still be put under pressure for useful 
marginal economies (of which the abandonment of the second 
gymnasium proposed for a new school in the home counties 
may be taken as a fair example) and in some areas might be 
expected to reach its peak very soon. The restraint of higher 
interest rates must be expected to impose its effect on new 
investment for non-grant-aided services. A fair guess at the 
local authorities’ share in pre-war capital formation might be 
22} per cent.; there is no norm in these matters, but it may 
be remarked that such a proportion now would represent a 
reduction in capital perth ote na approaching £50 millions. 

Where does the money go? By far the "whore item— 
£375 millions out of total capital expenditures of £590 millions 
in 1954—has been on housing. Will this proportion of nearly 


TaBLe I 
Fixed Investment 








1948 1950 1952 1954 





%, of % of 
{£m Total £m {£m £m Total 
By Persons and 


Companies 745 53 855 895 1,143 47 
By Public Corporations 180 13 288 409 537 22 
By Central Government 105 7 123 192 182 7 
By Local Authorities .. 376 27 412 543 590 24 





Total .. | 1,406 100 1,678 2,039 2,452 100 


1948<100 .. 100 119 145 174 
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two-thirds continue under the government’s new housing 
policy? This is based on the assumption that the local autho- 
rities in England and Wales will continue to build about 160,000 
houses a year for the next five years, making a total with private 
building of 300,000 houses a year as at present. But only half 
of the local authority housing is intended to rank for subsidies, 
in their revised form, for slum clearance and for transfer of 
population from overcrowded cities. 

Whether the local authorities will in fact build as many as 
80,000 houses a year for “ general needs” without benefit of 
subsidy may be doubtful. It is quite certain that a realistic 
amendment of the Rent Restriction Acts would completely 
revise the entire housing equation, enabling better use to be 
made of existing accommodation and avoiding the need for 
much new building. But even on present intentions, it is 
possible to conceive of an appreciable fall in capital expenditures 
on public housing, and to some extent over the next few years 
in education too. To make these guesses is not to swing wild 
reactionary axes through the air; they follow from an entirely 
liberal assessment of social need, not from an ambition to 
smash the welfare state. 

Towards their capital expenditures, as the second part of 
Table II shows, the local authorities found something less than 
a fifth from their internal resources in 1954. But by that year 
they had obtained release from virtually complete dependence 
on the central government for the remainder of their capital 


TaBLe II 
Local Authorities Capital Account 








| 











1948 1950 | 1952 1954 
Expenditure : £m £m £m £m 
Housing .. ae ‘a 269 265 353 375 
Education as A 26 48 71 74 
Other .. i a 81 99 119 141 
Total ee ee 376 412 543 590 
Financed by: 
Revenue Surplus oe 71 79 71 109 
Central Government 
Grants 29 18 12 14 
Net borrowing from : 
Central Government 252 257 402 256 
Other sources ‘a 24 58 58 211 





Total oe ee 376 412 543 590 
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funds. That dependence—in some years it was hard to 
distinguish it from mildly cynical exploitation of the govern- 
ment by the local authority borrowers—is clearly revealed in 
the figures for oy 1952. Even as recently as that latter 
year, owl the central government accounted for 
not far short of four-fifths of their capital spending. 

The marked e in 1954, by which time central funds 
provided less than of the total, in part followed from an 
earlier recommendation by the government that local authorities 
should borrow from the market if they wished. Rates were 
falling in 1954, and several authorities were able to borrow 
from the stock market at lower rates than the 4 cent. that 
the Public Works Loan Board was charging on loans of more 
than 15 years between October, 1953, and June, 1954. But the 
release from the necessity to borrow from the Board, which 
was granted to them at the beginning of 1953, enabled the 
local authorities to avoid borrowing under the then existing 
rule that the length of the loan must be identical with the 
period of years for which it had been sanctioned. For example, 
the Ministry of Housing and Local Government sanctions local 
authorities to borrow for housing for 60 years; under the 
former rule they were not allowed to borrow for housing from 
the Public Works Loan Board for any shorter period, if they 
wished to. 

When the rule was modified in the middle of 1954, for 
non-grant-aided services borrowing for a shorter term than the 
sanction became possible but full freedom did not come until 
last April. Shorter loan periods involved accelerated repayment 
of cap‘tal to the Board, and since rates for 15-year market 
loans were falling, the councils were very ready to borrow in the 
market for such periods and thus avoid what they regarded as 
relatively high rates for accommodation from the ard for 
periods as long as 60 years. 

Such considerations gave the local authorities an effective 
chance in 1953 and 1954 to exercise their borrowing wits for 
the first time since the war. But they always kept one hand 
firmly clasped to the Board's lifebelt in case the financial waters 
became turbulent. ‘‘ Heads we win ”’ said the local treasurers ; 
and if it was tails, the Board (which was kept dangling until 
the option to call on its money needed to be exercised) dutifully 
paid out. The resultant of these changes, however, was 
certainly healthy; net borrowings from sources other than 
the central government (£211 millions) were not far short of 
government money (£256 millions). A considerable business 
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in local authority mortgages was able to develop; and it is 
possible that stock issues would not have come wholly to a 
standstill in the 12 months to last November if the Board’s 
interest charges had not been rather slow to respond to the 
generally rising trend of rates on trustee stocks during 1955. 
This analysis Suggests that the local authorities’ demands 
for capital finance can be expected to abate somewhat in coming 
years—as a proportion, that is, of the country’s total investment 
8 ap though not necessarily in terms of the money 
bels in which it is expressed—and that they have already 
= thro an essential process of re-education about 
rrowing from the stock and mortgage markets. The next 
broad enquiry must be directed to their current expenditures 
and the sources of their income. Against the national back- 
ground, the local authorities are not unduly large current 
spenders. Table III shows that total current expenditures 
have increased nearly three-fold since 1938 ; but the proportion 
for which the local authorities are responsible has fallen some- 
what compared with pre-war times, and has been fairly steady 
at about 5 per cent. in recent years. 


TABLE III 
Current Expenditures 




















| 1938 1948 1950 | 1952 | 1954 
| % of % of 
| £m £m | Total; {£m £m £m | Total 
By Consumers .. _... | 4,394 | 8,505| 83 | 9,405 | 10,570 |11,854| 79 
By Central Governmen 463 | 1,233 12 1,507 | 2,206 | 2,312) 16 
By Local Authorities ..| 309 | 528| 5 560| 687| 787| & 
Total... | 5,166 | 10,266 | 100 |11,472 | 15,463 | 14,953 | 100 
1948=100 ..| 50 100 111 | 131| 145 
} i 




















It is tempting to conclude, quite simply, that it is central 
government spending, rather than local government spending, 
that has so greatly swollen the bill. In fact, the two are mixed 
together, as Table IV overleaf suggests. Nearly half of their 
expenditure of £787 millions on goods and services in 1954 was 
for me ee tay + millions. Fis ranks roughly for 60 per 
cent. government grant; and education benefited from £263 
millions out of the total central grants of £432 millions that the 
local authorities received in 1954. Between 1 and 1954, 
central grants to the local authorities increased by £150 millions, 
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and the education grants in particular increased by over £110 
millions. The local authorities’ expenditures on education 
increased by £160 millions during these years, of which they 
had to find £50 millions net from the rates. In part, these 
increases are an inevitable reflection of increased costs; but 
in part they are a consequence of the growing investment in 
schools dekiotens educational establishments, as measured by 
the figures in Table II. 
ducation apart, local authority ding on goods and 
services increased during these me hy me 300 millions to 
£400 millions, which is close enough in compass with the 
rise in the index of consumers’ market prices from 100 to 
125 in the same period. It can hardly be charged that the 
local authorities have become profligate spenders, so far as 
their general services are concerned. But it may well be that 
some authorities have taken a rosier view of their educational 
responsibilities in the past, first because they could readily lay 
hands on all the capital for which the Ministry would give 
them sanction and, secondly, because their total expenditures 
on education cost them only 8s. net in the pound. For individual 
education authorities this would not hold ; but it is a convenient 
shorthand conclusion for them all. 
Of the other components in their current account, the 
local authorities have doubled their trading and other income, 


TasBLe IV 
Local Authorities Current Account 




















1948 1950 1952 1954 
Income : £m £m £m £m 
Rates oe - 317 538 393 460 
Trading Income, Rents and 
Interest es oe pi 115 131 167 211 
Government Grants wa a 279 295 363 432 
(of which Education) .. — 150 175 220 263 
Total Income .. we 711 764 923 1,103 
Expenditure : 
Goods and Services as ‘a 528 560 687 787 
(of which Education) . + 221 250 322 381 
Housing Subsidies 12 13 19 23 
School Meals and Scholarships . 30 39 48 57 
Debt Interest PY ‘ 62 73 98 127 
Surplus... a oe ae 71 (a) 79 71 109 
Total Expenditure and Surplus 711 764 923 1,103 





(a) After £5 millions outdoor relief. 
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meeting with a substantial margin the doubled bill for interest 

payments. Yet the truly impressive item is the expansionary 

er of rate income. Only a few years ago it was possible to 

old gloomy views about the failure of rate incomes to expand 

at anything like the same pace as the general rise in incomes. 

But yay rate incomes have increased from £338 millions 
to £460 millions—an increase of no less than 36 per cent. 

Most of this increase results from higher poundages rather 
than from higher rateable values. Local authority housing, 
it is well known, does not create rateable values on a scale to 
match the ancillary local ditures on other services which 
new housing demands. here has been some increase in 
rateable values of commercial property resulting from what is 
sometimes described as “ the release of capital values ”’ (arisin 
from, say, take-over bids) coupled with the back-renting o 
the property to the existing occupiers on a current rental basis. 
But such increases are only incidental ; the fact remains that 
until the new valuation lists come into use in 1956, there will 
have been no major rating reassessment for 20 years. The 
failure of post-war governments to find the political courage 
to value a right of occupation of property on terms appropriate 
to an age of inflation calls for no comment here. 

The new valuation is already providing plenty of incidental 
trouble, for there is a kind of economic folklore, peculiarly dear 
to the British mind, that rates and railway charges should 
never on any account be allowed to go up. That rate incomes 
have gone up, almost without anyone noticing the fact, is 
penal oro enough. The increase has at least enabled the local 
authorities to meet their higher expenditures on education and 
other services, to double their expenditures on housing subsidies 
(apart from the deficits on their housing accounts, which have 
lately been running at £14 millions a year) and to provide a 
useful surplus towards the financing of their capital pro- 
grammes. There is more health in local government finance 
than seemed possible only five years ago; and that is a fact 
of great encouragement for the future. 


Ill. TOWARDS A NEW ERA? 

By a series of timely correctives, and by its own inherent 
vitality, local government has been rescued from utter sub- 
servience to central direction and central finance. But its 
dependence is still great, and too often its relish for dependence 
obstructs its better nature. The questions that remain for 
consideration—and they can be answered only in the most 
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general terms—are whether there remain today the capacity and 
the willingness on the part of local authorities to demand a 
greater degree of self-responsibility and whether a wise central 
government would not meet them at least half-way in satisfying 
that ambition. 

The policy of the man in Whitehall and his Minister has 
been simple. ‘Rither the local authorities could be told what to 
do (as they were told for many years in respect of housing) and 
upbraided if they fell short of what the central planners knew 
in their wisdom was good for them; or they could be offered 
the bait of ~~ money and handsome grants to carry out 

rogrammes tailored (as in education) to a national standard. 
The consideration of what their own people wanted and were 
prepared to pay for out of their own purses was never allowed 
to impede these aims. Indeed, this very point somewhat 
disturbs the logic of making the local authorities responsible, 
as far as may be, for their own capital borrowings. They 
cannot, in political expediency (to say nothing of plain equity) 
be told what to do, or supported in what do, by govern- 
ment departments and then left to take care of the financing of 
the schemes for themselves. It would be unfair to suggest 
that any such intention is in the minds of Ministers, but the 
fear of it has been not a little in the minds of local councillors 
and of the government's political opponents. 

The test is whether this and future governments can come 
to regard the local authorities, from the most powerful to the 
most humble, as willing colleagues rather than as servants 
bound by force of command and tied to their master by the 
weight of debt round their necks. This last section examines 
the possibility of proceeding towards a more independent and 
more truly democratic spirit in local government. 

There is no doubt that the first step towards greater 
independence must be some loosening of the financial nexus 
between central and local government. Loosening is not the 
same thing as rupture. No sensible n would imagine 
that, in this age, local authorities could be wholly thrown back 
on their own resources. The stimulus of a prod from the 
Ministry is useful for the lethargic authority. Assistance in 
one form or another would be necessary to even out the major 
differences between the resources and the tasks of the various 
authorities. 

Some of the largest are technically as well officered as the 
best government departments; others, because of their size 
or their historical development, are less self-reliant ; and there 
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are some local authorities that cannot afford the best staff 
to carry through their own programmes. For these it is plain 
common sense to apply national standards, say, in housing and 
education. But such a procedure does not need to be applied’ 
universally among the loca! authorities, for many of them are 
capable of devising and ing through their own schemes 
and, at the same time, taking fully into consideration local views 
and competing claims on their resources. 

The difficulty about the centrally-imposed standard is that 
it tends to become a common maximum. There ought rather 
to be a minimum standard, aimed at protecting ratepayers from 
false economy. Capital or revenue grants should be based on 
the securing of such minimum standards ; and it should not be 
regarded as a fault on the part of a local seman if it decided 
to improve on these standards with the consent of its ratepayers 
and out of their pockets. 

There is another way in which this nexus should surely 
be modified. The tied grant is a tempting grant ; it encourages 
a false ambition to spend vicariously. Fhe nation’s bill for 

ublic education is not light; nor should it be. But need it 
ve been quite so big if all local authorities had a rather 
better incentive than a 40 per cent. share in reasonable 
economies ? This is not an argument for skimping on schooling, 
but it is an argument for making sensible savings worth while. 
As a general principle, the less tied is the assistance from central 
funds, the more scope for initiative is left with good local 
government. 

It may be that the new valuation for rating will give an 

portunity for looking again at the complexity and contrariness 
of the different grants to local authorities. Since local bound- 
aries and populations have descended through centuries of 
change, inequalities and anomalies are bound to exist and no 
would-be reformer who claims that he can put them right is 
worth much attention. The general aims A the equalization 
grants are to equalize burdens and resources, as far as may be, 
among the needier authorities. But the way in which the 
grants have been working in recent years clearly needs 
re-examination. This, admittedly, is easier to say than to do, 
for it touches the most sensitive points of local interest—as a 
departmental report on this very subject showed only too clearly 
a couple of years ago. At the very least, genuine local need is 
hard to reconcile with the payment of equalization grants to 
cities in a high state of industrial prosperity. 

Nor is this all. Rate incomes have been showing a 
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considerable buoyancy in recent years. But it must always be 
remembered that there are considerable sections of the com- 
munity that pay no rates at all, or very little. Special assistance 
for agriculture goes back into the last century until the complete 
derating of the industry was effected in 1929. Since then, 
however, the economic security of farming has been trans- 
formed ; and although tentative steps have been taken towards 
a reduction of agricultural subsidies and towards the reassertion 
of the principle of the market price (coupled with the buttress 
of the guaranteed minimum) farming remains on a level of 
prosperity and enjoys a measure of public assistance never 
contemplated in 1929. If it were true that payment of rates 
would drive British farmers into bankruptcy, would it not be 
more desirable that the general body of taxpayers should find 
extra assistance for them, rather than the ratepayers of particular 
authorities ? 

The arguments for industrial derating also need re- 
examination in the light of modern conditions. The original 
argument for relieving industry and the railways of three- 
quarters of their rates was that rates entered into industrial 
costs and thus affected industry’s competitive power in export 
markets. Whatever may be said of this general argument, it 
was certainly more relevant to a state of industrial depression 
than it is to the state of industrial boom that now prevails. 
It is possible that industry saves £50 millions a year by 
derating ; it would not follow that the local authorities would 
gain as much as this if industry were rated, because of con- 
sequential changes in Exchequer grants. But however this 
might turn out, the fact remains that industry makes many 
demands on local services, both directly and indirectly; in 
particular, labour goes where it can find houses and schools 
and the pressure by industry for these is felt in a real way by 
local authorities. The schools add directly to rate burdens ; 
the houses do not generate enough new rateable value to carry 
the other ancillary services that go with them; and for this, 
industry has long been paying one quarter of the going rate. 

Here, perhaps, is enough controversial matter for one 
occasion. All of these considerations, however, go to the root 
of greater financial independence and greater freedom of 
decision that effective local government requires. Next year, 
the new valuations for rating will go some way to catch up with 
the consequences of easy-going monetary policy—not the whole 
way, for houses are still valued on the basis of 1939 rents. The 
first tentative steps towards more realistic rents have been 
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taken, and further, more important, steps are promised so that 
the 1961 valuation ought to fit the economic facts for houses too. 
The local authorities will now have to make serious efforts to 
borrow from the market instead of holding out their caps to 
the Public Works Loan Board. 

All these changes have a common direction, for they 

int to the possibility that local authorities may be about to 
ecome rather more principals working on behalf of their 
ratepayers and rather less agents carrying out the detailed 
instructions of central government. “* More” and “ less” 
will certainly be balanced against each other in such a way 
that no revolutionary changes are allowed to take place in the 
relations of local and central government. Education, housin 
and slum clearance, even new towns, are all matters on whic 
governments and politicians will insist on having a major say. 
But they are all matters, too, in which local government can 
make its own distinctive contribution. 

Why has local government since the war lost so much of 
its old effectiveness? It must be in part because authority 
goes with self-reliance; the paid retainer cannot expect to 
have much say in his master’s business. But the business in 
this case is that of public administration for the benefit of the 
population as a whole; and the question is whether healthy, 
democratic local government can do some parts of this job 
more effectively than can the central government. 

If the local councils were more effective bodies, would 
they not attract more effective people? The public-spirited 
men and women (of all political ated who have devoted 
themselves to the unrewarding business of local government 
since the war deserve all praise ; but it is also true that many 
able people who could serve their communities well have been 
frightened away by a sense of frustration and powerlessness. 
Many of these could surely be attracted by real opportunities 
of service to local government. 

If the arguments in this article are sound, nothing could 
assist the greater independence of local government than a 
greater degree of independence for | finance. British 
institutions Owe much to a vigorous local democracy; and 
that has always been at its strongest when financial house- 
keeping was its first concern. 


ROLAND BIrp. 
London. 


December, 1955. 
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Between August and November last, bank advances fell by £235 millions. The 
reduction in borrowing by the public utilities accounted for £ 126 millions of this; 
loans in the * 


* personal and professional” category declined by £34 millions. 
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SOURK ': Balance of Payments White Paper, October 955.) Z bys BGs 





Comparing the first six months of 1955 with the same period of 1954 our 

balance of payments deteriorated by £148 millions, including defence aid. 

This resulted from an adverse movement with non-sterling countries of £167 

millions, combined with an increase in our surplus with the overseas sterling 
area of £19 millions. 
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By volume fixed capital investment in 1954 was nearly a fifth above the pre-war 
| level and considerably greater than ir the early post-war years. Throughout 
the period—with the exception of 1954—private enterprises have accounted | 


for a diminishing proportion of the total. 
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| 
Over the past three years industrial share prices have risen appreciably in a 


number of countries—and particularly in France and Western Germany. The 
| latter part of 1955, however, saw a widespread check to this upward movement. 
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[ ___Amnvol Abstract of Statistics. — eeueuiaaedl a 4 
Due mainly to bad weather, 1954/5 saw a slight fall in agricultural output, 
though it remains over half as much again as pre-war. As regards farm revenue, 
receipts from fatstock have risen appreciably in recent years. On the expenditure 
side, outlay on machinery shows the greatest proportionate increase 
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In the first three quarters of 1955 about 14,000 fewer dwellings were built in 

the U.K. than in the comparable period of 1954, the increase in those built 

for private owners being more than offset by the fall in those completed for 
local authorities. 
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Compared with pre-war, wages and salaries before tax had considerably more 
than trebled by 1954, the income of professional and other self-employed 
persons had risen by two and a half times, while incomes from rent, dividends 
and interest had increased by no more than 50 per cent. 























COINS OF THE REALM: 
The First Sovereign 
Illustrated by permission 


of the Trustees of 
the British Museum 





ST FARLY ENGLISH COINS showed the crowned 

head of the reigning king. The sovereign, intro- 
duced by Henry VII in 1489, was so named because 
it portrayed the monarch full-length in robes of 
state. ‘The innovation resulted in one of the most 
magnificent gold pieces ever minted. 

The sovereign fluctuated in value between twenty 
and thirty shillings. It was replaced after the union 
with Scotland under James I by the Unite, and later 
by the Guinea. For many years these also fluctuated 
in value in relation to silver. Sovereigns were reissued 
in 1817 at a fixed value of twenty shillings to the 
pound. 


LLOYDS BANK LIMITED 


At Lloyds Bank we do not claim numismatic authority: 
for the material of this series we have consulted the De- 
partment of Coins and Medals of the British Museum. 
As bankers, we do claim to have at the disposal of our 
customers, private or mercantile, a great deal of 
specialised shall and experience. 
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